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Forward

In November 2007, when ESAC published its first tetpaper, “Entertainment Software: The
Industry in Canada,” Canada’s entertainment soBwiadustry was basically an unknown
guantity. There was no aggregate data on the $iteeandustry in this country, no overall job
numbers or economic impact statistics to providgaapshot of just how significant the industry
was to Canada’s economy. The best informationwlaet available either lumped entertainment
software in with other forms of content or with ethforms of technology. However, as the
association for video game publishers and distoitsuin Canada, it was clear to us that
entertainment software was a significant and grgwimdustry in its own right, one which
merited further study and analysis.

ESAC’s 2007 white paper, authored by Hickling Arhtow, attempted to do just that. The first
study of its kind in Canada determined who the players were and where they were located.
Further, it looked at the contribution made by itndustry to the Canadian economy. But as a
survey of existing data collected by provincial gowments, trade associations and other
interested parties, that study was only the s@yimint.

In 2008, ESAC commissioned a second study — the involving original research, surveys
and interviews. We wanted to find out conclusiviebw many jobs the industry had created in
Canada and measure its direct economic impacthé&umbre, through the research process, we
asked the industry what made Canada an attradiee po do business and conversely, what its
principal challenges were. Had government polieerb influential in its success? Did our
governments need to do more to create an environtina@would foster the continued growth of
a world class entertainment software industry?

The 247 companies identified through this reseagfiect the industry’s three main players: the
developers who provide the intellectual propertgaife design; the middleware companies that
provide the tools by which the design is createdl @glivered; and the publishers, the financiers
of many projects and the conduit who bring prodtetsarket. Together, they directly employ
14,000 Canadians. As one of the top three countglebally in terms of video game
development, most of these jobs are in the develspace. Canadians are making a major
contribution to some of the most popular entert@ntsoftware on the market, software that is
being enjoyed by gamers in Canada and around tibe gl

For the first time, through this study, we haveomfiation on the incredible value of the industry
to the Canadian economy: $1.7 billion in directremoic activity, and, further, retail sales of
$2.2 billion last year alone.

It is important to note, however, that this reshasas conducted in the Summer of 2008, before
the global economic slowdown. Even so, the ingugtisted record sales in the last quarter of
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2008. While it may appear the entertainment softwardustry is recession-proof, with
increasing sales levels year after year, many ehgdéls exist for the industry in the current
economy. Overall sales figures are greatly boldtdog the high sales revenues of select
companies among ESAC’s membership. Worldwidepasrtually every other industry, many
companies are reducing their workforces, scalingk jganned projects, and since the research
of this paper, two companies have closed shop mada

But promising news does exist, attesting to theglterm investment of many multinational
companies operating in Canada. Ubisoft Entertainng# recently acquired the development
studio Action Pants in BC, Electronic Arts is expmy its Bioware studio to Montreal, and
middleware company Babel Media is expanding itsrajpens in Montreal. These companies
show a continued commitment to doing business ina@a, based on the key factors that have
enabled them to do well to this point. As is disadsin this white paper, a highly skilled and
creative workforce, supportive government policiasd robust and growing cluster hubs all
contribute to making Canada an attractive plaaotbusiness.

But some key challenges persist. Industry leadefZanada cite access to financing and the high
risk nature of the industry’s ventures as inhilgtof growth. Ongoing access to talent is also
critical to their success. As the trade assoaidio the publisher community, ESAC also strives
to work with governments at all levels to create emvironment in Canada where these
substantial investments are protected through tolmigllectual property legislation and
adequate anti-piracy enforcement.

To address these needs and solidify Canada’s fasu@e leader in this high value, high growth
industry, continued support and directed policiee aeeded by government; further, a
willingness on the part of governments to learnudlibis unique industry. We hope that this
paper provides information that will aid governngeimt continuing to support the industry, while
understanding its distinct qualities and challenges

Entertainment Software Association of Canada

March 2009
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Executive Summary

In a year marked by economic turmoil, Canada’sreitenent software industry is one of the
country’s most promising knowledge-based industrigis first national survey report of the

entertainment software industry shows a growingustiy with 247 active establishments
directly employing over 14,000 people. This adjyi\generates more than $1.7 billion in annual
revenues.

This report reveals an industry that is highly exqmoiented, highly competitive and knowledge-
intensive. The industry’s ability to take advantagethe global opportunities in entertainment
software rests primarily on two factors: talentd government policy that continues to maintain
a supportive business environment for entertainnsefiware firms. Together, these factors
underpin Canada’s current and future competitiveaathge. Indeed, Canada’s long standing
commitment to investing in higher education resuftsa highly skilled talent pool that is
essential to the development of both the tools amgdtivity behind our most original and
exportable IP. Provincial government support, idolg tax incentives, has also been critical to
the success and growth of the industry.

This study also reveals just how highly concenttatiee industry is in a few urban areas.
Industry clustering appears to be a key attribdtéhe industry’s performance, reflecting the
need for companies to draw on deep talent poolsiwékist in the major centres, and retain a
young, talented and creative workforce with a duadif life that larger cities can offer. This
study identifies three primary and seven secondarsters across eight provinces in Canada.
Together, these clusters represent 94% of total@ment.

To maintain this competitive advantage in talewyvéver, Canada must continue to strengthen
its training programs. New training programs elsshbd in collaboration with post secondary
institutions and industry in British Columbia andi€pec reveal a demand for skills that are as
much technical as creative. Educational instingielsewhere in Canada should also be looking
to support this trend by creating more programshihiag together hard programming skills with
softer artistic and creative skills. This has bganticularly important for secondary clusters
which have a smaller and less diversified labouw po

But talent alone is not sufficient to sustain thdustry’s growth. With jurisdictions around the
world competing to attract the highly skilled, highaying jobs and investment that the sector
provides, governments must understand the highnasiare of this business, and see where their
investments will best support and attract innovatioNith top titles costing many millions of
dollars to produce, and many years of developmierg, tgame design and production is a high
cost venture that will need strong support by goreant through the economic slowdown, and
beyond.
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EXECUTIVE SUMMARY I

Canada’s industry leaders, though, are optimistioua the industry’s future growth. When
surveyed in Summer 2008, this study found that giim this highly export-oriented industry
expected growth to continue apace at 29% per yeaen today, in a difficult economic climate,
this growth rate is buoyed by strong global demfmnaentertainment software as an economical
form of economical entertainment. Growth is furtltgiven by the broadening of the casual
games market on multiple platforms — fun and singalmes that have a direct appeal to people
of all ages and that are accessible on differamdds.
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1. Introduction

This study was commissioned by the Entertainmeftiv&oe Association of Canada to generate
information about the industry’s size, growth paig&ngeographic distribution, and future trends
and challenges. Its purpose is to develop a battderstanding of an industry that has been
given considerable media attention, but very ldtalysis as an industry unto its own.

Indeed, the entertainment software industry has#&jly been captured as part of broader studies
of the information and communications technolog@T) and, or, interactive digital media
(IDM) sectors. As a result, there has been Iidéonal data produced for an industry that has a
distinct industrial organization from that of othsrb-segments that comprise the ICT and IDM
sectors, such as software development, web-desigrnionoelectronics. As is noted in the 2007
ESAC White PaperEntertainment Software: The Industry in Canada, the structure of the
entertainment software industry is influenced gsgiprby the importance of the large publishing
companies that own the intellectual property ofegainment software and who finance new
products created not only internally, but also exa#ly outsourced to third party game
developers. The dominance of the publishers csemtendustry structure that is different from
the rest of the ICT and IDM sectors and, as thet&Raper showed, is critical to understanding
the industry’s current success and future challemgeCanada. For this reason, and the fact that
the industry depends on a workforce with highlycsglezed programming skills, it is important
to have statistics that focus explicitly on entientaent software as a sector in its own right.

Method and Scope

The data from this study is drawn from three sosir@e survey, in-depth interviews, and a
database of companies that has been compiled glyplar this study. This data was collected
by HAL from June 2008 through October 2008. Thikadase comprises establishments that are
directly involved in the production of entertainmesoftware, or whose products and services
directly support the production of entertainmenttvgare. Every entry has been validated by
HAL to ensure that the company is active and foduseentertainment software markets.

Given the industry’s highly uneven distribution @&s Canada, this study explores the clustering
dimension as a key factor to understanding itsesg:c The survey and interviews explored key
clustering concepts, such as the importance ofl |telaour markets. Establishments and
corresponding employment have been mapped by posial to gain insight into the industry’s
concentration within urban regions. Subsidiarnaekshments, based in a different location from
their national headquarters, have been identifiedegarate entities to ensure a proper depiction
of employment distribution.
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2. Industry Facts & Figures

Employment and Revenue

Canada’s entertainment software industry compri
approximately 247 establishments located in ei
provinces. These establishments include 241 ac
firms and six subsidiary studios that together eayp
over 14,000 people.

Most of this employment - upwards of 80% - is bas
in British Columbia and Quebec (Figure 2). Ontal
accounts for only 14% of employment despite havi
the greatest number of firms - 36% of the natiol
total compared to 28% and 21% for BC and Quel
respectively.

QUICK FACTS

Total employment:

Estimated revenue:

Number of establishments:
Average employment per firm
Past annual growth:

Expected annual growth:

Figure 1: Employment Levels in Canada's Entertainmat Software Industry, by Province

14,043
S1.7B
247

57
23%
29%

@ Very Large  over 500 Employees
Large 100-500
@ Medium 20-100
@ Small 5-20
% Very Small Lessthan5

0to0

0 to 200

200 to 500
I 500 to 2500
I 2500 to 7000

4 Entertainment Sof tware Industry - Size

[l Provinces - Entertainment Sof tware Industry .Employ ment Sum
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INDUSTRY FACTS & FIGURES I

In terms of total revenues, the establishments Figure 2: Employment by Province
estimated to generate over $1.7 billion in totaéck

economic activity in Canada. 5

44%
Quebec
Figure 1 also identifies five categories ¢
establishments based on size. The ‘Very Lar
establishments have employment levels of over 5 ]
Three such establishments exist in Canada, eac  novascotia | 1%
which are game development studios owned by oel | o6
two largest multinational entertainment softwa
companies operating in Canada: Electronic Arts
California, and Ubisoft Entertainment SA of Franc " | 0% | | |
‘Large’ establishments, with between 100 and 5 0 2000 4000 6000 8000
employees, account for the largest portion Total Employment [% of national total]
employment in Canada. There are 31 establishments
in this category, accounting for 42% of total natib Figure 3: Employment by Firm Size
employment. Another 53 establishments are idedtif
as ‘Medium’ sized with 20 to 100 employees. ‘Sme very Small
firms (5 to 20 employees) and ‘Very Small’ firms (
to 5 employees) are the most numerous in the se:
with a total of 84 and 76 firms, respectively. The
represent 7% of national employment (Figure 3).

Ontario

Alberta

Manitoba 0.2%

Small

Medium

Firm Size

This study further distinguishes between the thi toree ——

main sub-segments of the industry: video gal
production, middleware, and game servic¥gleo
game productionincludes: major publishers, most ¢ o 2000 4000 000 8000
whom develop games in-house and finance extel o
game development; third party game developers v IS BRI
develop games under contract with publishe -

independents who develop and market their oFigure 4: Employment by Sut-Segment
games; and console manufacturers, most of wh
typically have only sales and marketing personnel  cime
Canada. Theniddleware category includes firms tha 3
make the tools, applications and software for ga
developers. The third categorygame services
comprises firms that directly support th
entertainment software industry by, for examp
offering custom advice to players of on-line games.

Very Large [1595]

Game
Production

As Figure 4 illustrates, the game production st 85%
segment, which includes 185 firms, accounts for 1
majority of employment (85%), followed by
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middleware firms (46) which account for another 14Figure 5: Growth by Province

of total employment.
BC

Growth Alberta

Ontario

One of the most notable facts about the industrisis
growth, both in employment and in number
establishments. Nationally, estimates of ann Quebec
growth, based on future employment expectatic Manitoba
over the next three years, is 29%. This builds or

23% annual growth rate of the past three years.

province, British Columbia leads with growth rai Mevermse | . . ' '
expectations of 32%, followed by Alberta and Ormtal 0%  10%  20%  30%  40%
at 31% (Figure 5). 3 Year Expected Compound Annual Growth Rate

PEI

Nova Scotia

Industry growth is driven by start-ups that aresoft Figure 6: Age of Firms and Employment
led by ex-employees of established compani

multinational publishers expanding their capacity #N/A h (*8%)

Canada, as well as independents that are expanc 1
or are themselves establishing new studios. F essthan s | -«
based Other Ocean Interactive, for example, | .
recently announced an expansion into St. Jofr soo [ s
Newfoundland, where it will add another 6 ]

employees. Firms established for between 5 and ww1s [ 2
years account for the majority of employment (FegL

6) More Than 15 F [20%]

As Figure 7 indicates, the game production st o o @ @ s 10
segment will be the most significant contributor No. of Firms [*5% of total employment]

this growth. In addition to having the largest

employment, it is anticipating the highest anniFigure 7: Expected Growth Rate, Sub-Segment
growth rate among the three industry sub-SegmMents cusannual crowth - 3 vear ® Future Annual Growth -3 vear

Age of Firm [years]

16%
Game Ware
20%

31%
Game Services

25%

24%

Game Production
30%

l
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Exports

Canada’s success in the entertainment softw Figure 8: Percent of Revenue from Exnois
industry stems in part from the industry’s evolatic
into a global production network of large garmr
publishers and console manufacturers that havedre  sox -
on third-party game developers to develop innoeati
titles! Canada is very well represented in this glok
production network, having captured a significa
portion of the game development activity due int p:
to major investments by multinational publisher

60% 1

40%

30%

20% A

Percent of Survey Respondents

Electronic Arts (EA), Ubisoft, Take 2 Interactive

Disney Interactive Studios, Activision Blizzard an 10% 1

THQ all have invested in their own Canadian stuc o ‘ I | '
capacity over the last decade. 050 5070 e e

Percent of Revenues from Exports

Canada’s contribution to the global productic

network is reflected in high export rates amongyeyed companies: over 50% of firms rely on
foreign sales for 90 to 100 percent of their revenu Much of this revenue comes from
customers in the United States, from where 76%unfey respondents report earning revenue.

Retail Sales

Retail sales numbers continue to increase eachityézanada, fuelled by interest from a broader
demographic of players and new platforms for plgygames, such as mobile phones. In 2008,
combined sales of software and hardware produets gy 33% from the year prior, reaching a
record breaking $2.2 billiohThe software segment alone, which includes coresoteportable
game software, accounted for 50% of these salpgegenting an increase of 51%from 2007.

According to estimates by PricewaterhouseCoopergsirGlobal Entertainment and Media
Outlook 2008-2012, growth in retail sales is expdcto continue in Canada, but at a slower
average annual growth of 9.2% through to 2012.

! See Hickling Arthurs Low 2007. “Entertainment Safte: The Industry in Canada”. Prepared for theeEainment Software
Association of Canada.

2 The NPD Group, Inc, January 30 2009, ‘Canadiarwvigame sales surge despite market fallout’. hitpw.npd.com/press/
releases/press_090130.html
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3. Geography of the Entertainment
Software Industry in Canada

| Primary Clusters

Geographically, much of Canada’s entertainmerigure 9: Employment in Primary Clusters,
software industry is remarkably concentrated ir¢h % of Total

urban regions: Vancouver, Montreal and the Gree
Toronto Area (Figure 9). All the more notablehg
degree of concentration within these regions.
Vancouver, for example, the majority of th
province’s companies are located within a few b#oc
from one another in downtown Vancouver. TF
degree of co-location suggests that the indus
exhibits distinctive clustering tendencies simitar
other innovation intensive science and technolc other
based clusters from which the concept of an ‘ingus 17%
cluster’ was developet.

GTA
9%

Montreal
32%

The reasons why firms cluster are now wide

documented: innovation performance among

clustering firms can be enhanced as a result oéfiisrthat stem from being in close proximity
to market leaders, from being able to access agfdaghly skilled and talented employees, and
from the learning and knowledge sharing that cofma® being in a community where social
interactions can take place inside and outsideffiafeohours? These clustering dynamics are
likely playing an important role in the high inndim levels exhibited by the entertainment
software industry. In fact, half of survey respent report being very innovative, generating all
their revenue from new products and services inited in the last three years.

There are, however, some important differences dmtwiraditional technology-based clusters
and the game developers which comprise the bulkhef entertainment software industry.
Foremost among these differences is the naturkeoininovation process itself. The essence of
innovation in a science and technology clusteh#& hew products or processes are brought to
market drawing primarily on scientific, technologiicnputs. In contrast, innovation in the

3 Defining characteristics of a cluster are thamfirare linked through market- and non market-medianteractions; that
interlinked firms are geographically proximate teecanother; and that there is a mix of supportirgaoizations which
develop specialized skills and experience of vaduhe cluster.

4 See D. Wolfe “Clusters Old and New: The Transitiona Knowledge Economy in Canada’s Regions” Mc@Gilieen's
University Press 2003. for a review of cluster€amada and their benefits.
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GEOGRAPHY OF THEENTERTAINMENT SOFTWARE INDUSTRY IN CANADA I

entertainment software industry is primarily nookieological, fuelled by the generation of
content which is then brought to market as a nedlewigame, for example. Within this
innovation process, there is a reliance on desighcaeative talent that forms a primary input
into the cluster. Among firms interviewed, ideasnfi within the company are highly valued in
the innovation process. Developing, attracting eetdining such talent is critical to innovation,
as are the social and institutional aspects thgt@ this talent pool development.

Locating in a region with a high quality of life édso considered to be important, especially for
attracting and retaining talent from outside thgior. As might be expected, survey respondents
from the largest clusters rated local life style thighest: 4.3 and 3.7, on a scale of 1-poor to 5-
excellent, in Vancouver and Montreal respectively.

| Secondary Clusters

Though the primary clusters of Vancouverigure 10: Firm Distribution in Primary and
Montreal, and the Greater Toronto Area dominéecondary Clusters

the entertainment software industry, there ¢ FrmSize BVerylarge M Large
signs of emerging centres in several smaller cit Medium Small

that are attracting attention from the industr verysmal

Several of these secondary clusters have attra 55, — I .
investment from major publishers by way ¢ g — I —
acquisitions.  For example, Activision (no\ 55, — S [
Activision Blizzard) acquired Beenox in Quebe o, — S —
City in 2005, while in 2007, Electronic Arts .o, — I |
acquired Edmonton’s Bioware. 105 I [

This study identifies seven secondary clusterst =~ | —

are showing strong growth potential. The
clusters are: Quebec City, Edmonton, Calga
Charlottetown, Winnipeg, Ottawa and Londo
Though these secondary clusters are populatec
a greater percentage of very small firms, theyaise anchored by a relatively healthy number of
medium and large firms (but no very large firmsattlhive these secondary clusters important
visibility and recognition in the regional econoif8ee Figure 10).

20% — — —

10% —— _ —_—

0%

Primary Clusters Secondary Clusters
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4. Primary and Secondary Clusters

| Vancouver Region

Vancouver continues to maintain the largest &
most dynamic cluster of entertainment softwe
firms in Canada. Having established a foothold
the industry in 1991 after Electronic Arts ¢
California acquired Vancouver's Distinctivi Average employment per firm
Software, the city has maintained its pre-eminence¢ Past annual growth (3 years):
Canada ever since. Over the course of EA Cana Expected annual growth (3
growth to its current size of several thousa years):

employees, the company has seen several of its

QUICK FACTS
Number of firms:

Total employment:

Figure 11: Firms and Employment Levels, Entertainmet Software - Vancouver

61
5842
96
14%

23%

Notable Companies in Vancouver < Firm Size
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L3 EA Canada 77 Large
* Propaganda Games (®) Medium
@  small
e Radical Entertainment ) & Very Small
J
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+  Next Level Games >
]
\
\
\

Employment Levels

0

0to 50

50 to 500
[ 500 to 1000
[ 1000 to 1500
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PRIMARY AND SECONDARY CLUSTERS I

employees leave to establish their own companibghahave since become major game studios
in their own right. Radical Entertainment, Relist&tainment, Propaganda Games and the more
recent Jet Black Games all have ties to EA Can8daeral of these studios have themselves
continued this growth dynamic, with their own enyaes leaving to create new studios.
Rockstar Vancouver (previously Barking Dog studifoy, example, was founded by former
Radical Entertainment employees and has sinceitseewn employees leave to start companies.
This dynamic has been critical to the ongoing ed\aation and expansion of the cluster.

The Vancouver cluster also benefits from its praiimto the movie industry of California,
whose entertainment products are increasingly fated into video games. In fact, companies
increasingly see themselves as part of a west amastor of creativity that includes game
development, film, and animation, and which stretcfrom Vancouver, to Seattle, to Portland to
San Francisco Bay Area, to Santa Monica, and SaegdiThis is considered a big advantage for
talent attraction, as well as for cross-over oppaties that arise from related creative sectors.

Results from the survey indicate that Vancouver games are among the most innovative,
relying more on new products for revenue generatiohn average of 72% of revenue is
generated from products and services introducdtiariast three years, the highest level of the
three primary clusters. Its most critical resoutbe, talent pool, appears to be under strain given
current growth rates. Among the three primaryteliss Vancouver companies scored ‘access to
gualified employees’ the lowest (3.6 on a scalelgfoor to 5-excellent). This result was
reflected in a second question that found Vancouws@mpanies also depended more on
employees from outside the cluster compared to Mahaind the GTA. Only 59% of employees
were reported to have come from within their clustampared to 93% for the GTA and 73% for
Montreal.

Vancouver also fares less well in government suppathile the British Columbia Digital
Animation or Visual Effects Tax Credit allows fordeduction of 15% of qualified BC labour
expenditures related to digital animation and Misfgects activities, the credit only applies to
film and television production and most video gamempanies do not qualify for it.
Consequently, for all its success, the Governmétriish Columbia does not offer substantial
financial support for the entertainment softwarduistry, a reality that is reflected among
Vancouver-based survey respondents who gave goeatnprograms and policies the lowest
score (2.6). Several companies noted that exparatinglocating outside of Vancouver was a
real possibility in the future.

10 HAL INNOVATION POLICY EcCcONOMICS I



I PRIMARY AND SECONDARY CLUSTERS

| Montreal Region

Montreal’s beginnings in the entertainme
software industry stem from the success
Softimage whose 3D animation software gaine:
reputation from its use in the Hollywood filn
Jurassic Park. The company, which wa:s
established in 1986 and has since been purchi
by Microsoft in 1994 and later by Avid in 199¢
has maintained its core development capabilit
in Montreal, helping anchor a talent pool skilled
in 3D animation and digital arts.

QUICK FACTS

Number of firms:

Total employment:

Average employment per firm:
Past annual growth (3 years):

Expected annual growth (3
years):

43
4442
103
32%

26%

Its reputatiwas further enhanced with the arrival of France-

based Ubisoft in1997, which gave Montreal an iragamal profile and a strong foothold in the
Canadian video game industry. The Montreal area dwase attracted Electronic Arts (EA

Mobile), Eidos, and Babel Media.

Ubisoft’s arrival also marked a turning point invgonment recognition of the industry as

Figure 12: Firms and Employment Levels, Entertainmet Software - Montreal
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PRIMARY AND SECONDARY CLUSTERS I

strategic, one with strong growth potential andhhigage employment. Though Montreal as a
location for entertainment software development maahy strengths, not the least of which was
an established labour pool in animation, it was phevincial government’s commitment to
supporting the industry with a labour tax creditupfvards of 37% introduced in 1996, which is
widely cited as securing Ubisoft's move in 1997 e(sBection 4. Government Support).
Witnessing such success prompted many other presiacross Canada to follow Quebec’s lead
with their own incentives, the effect of which ishgghly competitive business environment
across much of Canada for the industry.

Montreal benefits from being able to offer a lifdstthat is conducive to attracting and retaining
a young and talented workforce. Among survey redpots, Montreal is second only to
Vancouver in their perception of local life stylyt ahead of Vancouver in terms of access to a
highly qualified workforce. Indeed, surveyed firtbased in Montreal report that an average of
73% of employees are hired from within their regicompared to 59% for Vancouver.

As a cluster, Montreal’s entertainment software thaslargest average firm size, a reflection of
the fact that it is home to the majority of large2) and very large (2) firms in Canada.
Vancouver, in contrast, derives its strength mooenfmedium- and small-sized firms which are
found to rely more on their newest products foirthevenues (73% on average) than do large
and very large firms (37% on average). These diffees account for the finding that, overall,
Montreal-based companies generate the lowest gagenf revenue from their newest products
(introduced in the last three years), comparedtteeeVancouver or the GTA (61% versus 72%
and 93% respectively). Montreal’s large firms, leoer, offer more stability and are likely to
maintain Montreal’s international reputation, espkyg with the provincial government’s recent
commitment to new training initiatives.

12 HAL INNOVATION POLICY EcCcONOMICS I
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IGreater Toronto Area

The GTA cluster is characterized by having t

largest number of small to very small firms amo
the three primary clusters in Canada. In fact, -
region’s entertainment software cluster has less t
a third of the employment of Vancouver «
Montreal despite having the greatest number
firms. Nor does the cluster benefit from any lar
multinational publisher acting as an anchor to 1

QUICK FACTS

Number of firms:

Total employment:

Average employment per firm
Past annual growth (3 years):

Expected annual growth (3
years):

cluster and drawing in talent and spawning ti.c
development of new companies. Remarkably, sevéithleomost prominent firms in Ontario are
located outside the GTA, including Silicon KnightSt. Catherines) and Digital Extremes

(London).

65
1,293
20
27%

25%

Yet for all this apparent weakness, the GTA clussewell-positioned to take advantage of
emerging opportunities in the industry. In keepimith its status as Canada’s premier location

Figure 13: Firms and Employment Levels, Entertainmat Software - GTA Toronto Area
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for national headquarters of national and multovai companies, the GTA benefits from the
presence of the major console manufacturers, imgudlicrosoft Canada, Sony Computer
Entertainment Canada and Nintendo of Canada.

The GTA cluster also benefits from a diversifiedtwal content sector that includes film and
TV, music and multimedia. Corus Entertainment, oh€anada’s largest media companies, has
recently moved into the industry, making video garfrem their vast IP holdings of children’s
entertainment.  Similarly, Microforum Internationalvhich was founded in 1984 as a
manufacturer of media content, has also moved tinéoindustry, and has been developing
mobile games since 2002.

Another factor that benefits the GTA is the deptid dreadth of its labour pool. This has
become an important source of talent not only t®oivn cluster, but also for the other primary
and secondary clusters across Canada whose firoogmee the quality of the region’s
educational institutions. This is reflected in thevey results, which find that GTA companies
rely on the local labour market for 85% of theirgayees, the highest level among the primary
clusters. This finding is consistent in the ratinfsaccess to qualified personnel’, which are also
the highest among clusters at 4.1 in the GTA adfer. the province overall, on a scale of 1
(poor) to 5 (excellent).

Firms in the GTA cluster are also notable for hgwniccessfully pursued alternative sources of
financing to that of the publisher — a third patgveloper model. Benefiting from its proximity
to Canada’s finance cluster, several companies haea able to attract venture capital, which
remains a rarity in this industry as a whole. kuallesurvey respondents generally viewed access
to capital favourably, with a score of 4 on a sa#l& (poor) to 5 (excellent). This is in marked
contrast to Vancouver, whose respondents gave enage score of 2, and Montreal, a score of
2.7. Interest and attention to the issue of foivamn games may also be a factor in explaining this
discrepancy. The industry association representhg digital media sector in Ontario,
Interactive Ontario, held its second annual videong financing forum in October 2008,
bringing together game developers, innovators,stors and industry leaders.

Finally, the GTA’s entertainment software sect@oattands to benefit from the support and
attention of the Ontario government. Though aclateer to extending the kind of support given
in Quebec, Ontario has improved its overall labtantrcredit to 25% and has enhanced its grant
support for content development with the new Nern&ation of Jobs Fund (See Section 4:
Government Policy). These steps have been ackdgetk by surveyed firms who rate
government policies and programs the most favoyraiplong the three primary clusters.
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| Secondary Clusters

Secondary clusters have been loosely identifiethaasng more than three companies in the
entertainment software industry and with total emgpient of 100 or more. By these criteria
there are seven secondary clusters across Canada.

Quebec City, Quebec

Quebec City is the largest of the secondary clastéth five companies and employment of over
600. Its largest studio is Beenox, a developesevkral popular console games including Guitar
Hero and James Bond. Quebec City is also home isotipwhich established a new production

unit in the region in 2005, and Sarbakan, a deelopcasual games.

Ottawa, Ontario

Ottawa is home to nine companies with employmentlte close to 300. Despite this
concentration, Ottawa has relatively little recdigm as a centre for entertainment software. Its
largest company, Fuel Industries, specializes idvéagaming’, using video games for
advertising products and services.

Figure 14: Employment Levels, Entertainment Softwae - Quebec City and
Ottawa
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Edmonton, Alberta

Edmonton gained its reputation from the very susfte8ioware, a game developer established
in 1995 that became internationally recognized fitswole playing games, and in particular as
the developer of ‘Mass Effect’. In 2008, Biowar@asvacquired by EA, becoming its fourth

studio in Canada. There are five other compatmatsrake their home in Edmonton, all in the
category of ‘very small’ (1 to 5 employees).
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Calgary, Alberta

The Calgary cluster comprises seven companiesamitbstimated employment of over 170. The
largest is Chartwell Technologies, a middlewarmfthat is a leading developer and supplier of
Internet gaming software systems to the onlinerandile gaming industry.

Figure 15: Employment Levels, Entertainment Softwae - Edmonton and
Calgary
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London, Ontario

London is home to six companies, half of which medium-sized. Its most notable company is
Digital Extremes, a developer of console gamesuging most recently ‘Bioshock’ and ‘Dark
Sector’.

Figure 16: Employment Levels, Entertainment Softwae - London and
Charlottetown
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Charlottetown, Prince Edward Island

Charlottetown is very much an emerging secondangtet that has strong support from the
provincial government and whose university has hetyu offer a video game programming
specialization and a digital art program. There amgently five companies in this cluster with
the largest, Other Ocean Interactive, growing fgpidnd expanding into St. John’s
Newfoundland.

Winnipeg, Manitoba

Winnipeg is the smallest cluster, with nine comparall in the category of ‘very small’. The
cluster benefits from the most generous tax cliedihe country, a 40% refundable income tax
credit for eligible labour costs introduced in 2008

Figure 17: Employment Levels, Entertainmen
Software -Winnipeg
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5. Securing the Future

| Opportunities

One of the key drivers of growth in the entertaininsoftware industry continues to be the
broadening of the gaming market that has come Wiéhdevelopment of casual games and
innovative gaming platforms. Casual games, wigirtamphasis on fun and simplicity, together
with the high degree of physical interactivity gffd by Nintendo’s Wii, have significantly
expanded the demographic well beyond the traditic@e-gamer’ stereotype of the young
male. Wii's popularity among seniors, for examplas been widely reported over the past year
with numerous stories profiling Wii bowling tournants in retirement residencies and nursing
homes.

This trend has coincided with growth in the numseplatforms for which games are developed.
The market for entertainment software, which a j@ars ago catered predominantly to four or
five popular platforms, has now expanded to accodat®twice as many, including consoles,
handhelds, PCs and mobile phoRes.

For Canadian developers, these new markets haveedpg a significant number of new game
development opportunities. Many of these oppotiesmican be pursued at considerably less cost
than traditional console games, which can have éisdin excess of $25 million. These
opportunities are a mixed blessing for third patgvelopers, who generally aspire to develop
large scale console games for publishers. Withtridwed among larger publishers to develop
more of their high-cost games in-house, competitiags increased among third party developers
for what few large budget games are now outsourcéde smaller, lower cost opportunities
have therefore become increasingly important to ghewth prospects of the independent
developers in Canada.

Content Development

One further trend benefitting the Canadian indubttg been the strengthening of ties between
game development and movie production. The praxiofi Canada, and notably Vancouver, to
Hollywood has encouraged cross-over in animatiath some companies straddling this divide
effectively, and others establishing cooperativakdi with Hollywood studios for content
development of their games. In July 2008, Ubisafianced its acquisition of Montreal based
Hybride Technologies, a visual effects company spietg in film and TV. In a public
statement, Ubisoft explained its purchase: “therkitof our industry depends on our ability to
create brands that captivate audiences and to cextkose brands to other forms of
entertainment,” and “the acquisition of Hybrideldadirectly into [this] strategy that has already

5 See Electronic Arts, Annual Report 2008.
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led us to open a digital creation studio in Monitraad to acquire the Tom Clancy brand for
video games and ancillary products.”

| Canada’s Advantage

The industry’s ability to take advantage of thebgloopportunities in entertainment software
rests primarily on two factors: government polidyatt continues to maintain a supportive
business environment for entertainment softwarmdirand talent. Together, these factors
underpin Canada’s current and future competitiveaathge.

Government Support

The impact of government policy and support is \Widgted as being a very significant, if not

critical factor, to past and future success in @ana\nd though Vancouver’'s reputation grew
organically and largely without any direct assiseafrom government, the growth trajectory for
Quebec, and Canada’s success in achieving a tmtiass and international reputation in game
development, is almost universally attributed tesgrent and timely policies by the provincial

government to offer attractive labour tax creditstbrought Ubisoft to Montreal in 1997.

Figure 18: Provincial Government Support for Entertainment Software Industry. 2008

Province Program Description Year Introduced
Manitoba Interactive Digital 40% refundable income tax credit for of eligible labour costs 2008
Media Tax Credit paid to Manitobans up to a max. of $500,000.
Nova Scotia  Nova Scotia Digital 35 % of eligible Nova Scotia labour expenditures or 17.5% of 2007
Media Tax Credit total expenditures made in Nova Scotia
A 5 % geographic area bonus on labour expenditures (2.5 %
bonus on total expenditures) is available for products
developed outside the Halifax Regional Municipality
Ontario Interactive Digital 25% of eligible Ontario labour expenditures and eligible 1999,
Media Tax Credit marketing and distribution expenses Enhaneein2005
Next Generation of Non-entitlement grant program supporting up to 25% of 2008
Jobs Fund total eligible costs under the following conditions: a
minimum total proposal size of $25M over 5 years and a
minimum contribution of 30% total project costs by
participating industry partners.
Prince PEI Innovation and 35% refundable income tax credit of approved labour costs 2004
Edward Development Tax factored up by 50% to cover project overhead
Island Credit (IDTC)
Specialty Labour Tax 17% refundable tax credit for certified specialized workers
Credit brought into province to meet specific demands in key
sectors.
Quebec Refundable Tax Category 1 Titles (Produced for general public) 1996
Credit for the 30% of eligible labour expenditure
Production of French premium of 7.5% for French titles
Multimedia Titles Category 2 Titles (Other)
Credit
red 26.25% of the eligible labour exnenditure
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This degree of support and attention from the Qoaemernment has become a reference point
for several provinces, as well as other countrigsking to develop their own entertainment
software industries. Ontario, Manitoba, and Prikckvard Island have all recently developed
their own support programs to foster the develogréthe industry (Figure 18). Ontario’s new
support program, in the form of its $1.5 billionxti&eneration of Jobs fund, prompted Tiga, the
national trade association that represents UK gataeslopers, to ask its government to follow
Canada’s lead despite current economic challerf@és credit crunch, turmoil in the financial
markets and declining economic activity constragoaernment’s fiscal room to manoeuvre; but
constraint is not the same as paralysis. Justea®ftitario administration is supporting its games
developers in the midst of difficult economic carmahs, so the UK government should back its
video games industry?.

Talent

As effective as government incentives may be inefirsg the development of the industry,

incentives on their own are inadequate in the alseha talented and highly skilled workforce.

As is acknowledged by leading multinational puldishin Canada, access to talent is the
foremost consideration for major entertainmentvgaife publishers who are planning to expand
their operations in new locations. Without talesttydios are unable to stay at the forefront of
game development, regardless of how cost effe¢hiee studio may be. Canada is generally
viewed as being very strong on talent, a factor hlaa acted as a competitive buffer from rapidly
changing business costs associated with the fluoguaalue of the Canadian dollar. These

views from the interviews were consistent with msges to the survey, which found that over
70% of respondents felt access to qualified pemsioionbe very good to excellent.

Underscoring the importance of specialized trairtiage been recent investments by Canada’s
major publishers, EA and Ubisoft, both of whom héneen active in their collaborations with
government and the higher education sector to ksttatiew programs and training facilities. In
2005, Ubisoft announced the creation of the ‘Ulisdmpus’ in Montreal, which now offers a
series of college and university level traininggraoms in the key video game development fields
in collaboration with Cégep de Matane and the Ui de Sherbrooke. Similarly in 2007,
Electronic Arts announced a $1 million grant to khasters of Digital Media program (MDM) at
the Great Northern Way Campus, a school which ap@&mé&/ancouver in the Fall of 2007 and
which was established in collaboration with thevimoe’s four leading educational institutions:
University of British Columbia, Simon Fraser Unisiy, British Columbia Institute of
Technology and the Emily Carr Institute of Art dddsign. Ontario has also recently recognized
the importance of this trend: The Ontario CollegeAd and Design under the Digital Future
Initiatives program is developing such a programat thrings together knowledge in art and
design to emerging digital forms and technologies.

® Game Daily, October 06 2008. Tiga Requests GovemiBupport of U.K. Games Industry,
http://www.gamedaily.com/articles/news/tiga-reqaegbvernment-support-of-uk-games-industry/?biz=1
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| Industry Challenges

There are a number of challenges facing the emerent software industry in Canada as it
adapts to new technologies, global competition andexpanding global market. This study
identifies three such challenges, all of which aafecting companies across Canada:
outsourcing, financing of content creation, and itidustry’s own volatility that is reflected in
the high degree of firm entrants and exits.

Outsourcing

Development of the more traditional games for therdtive console market is changing in
several important ways. In addition to becomingenmomplex, new games are requiring more
art content, which is driving up costs and prowvgthe incentive to outsource art and animation
to lower cost regions outside Canada. Both Chind Bdia are viewed as increasingly
significant players in the art and animation mask&everal Canadian companies have already
shifted their art work to these emerging regionblowever, in light of fluctuating world
currencies, the long term impact of this trend nem#éo be seen.

Generally though, competition from emerging lowestaregions is not expected to impact upon
Canadian near term competitiveness. In additiaineédact that the global industry continues to
expand, entertainment software, as several gangugtion companies noted, is a product that
appeals to a certain cultural audience, and raflaatertain geographic perspective. Just as the
coding of games requires a cultural and artistideustanding to make a game fun, so too does
the testing of games. The testing of games requesters “be able to see the bug” if, for
example, the bug relates to rules, or charactesticees in a culturally embedded ‘western’
situation such as a hockey game. This dimensidheoindustry is seen as a brake on the extent
of outsourcing to Asia that is viable among compariocused on the North American market.

Finance

With development timelines for console games oftaghree years and requiring teams of
upwards of 60 people - and with no guarantee ofesg - financing game development is high
risk. Game development has, therefore, typicalied not on venture capital or on traditional
forms of financing, but on the large internal res@s of major publishers and console
manufacturers to fund development. Most of thegdighers are multinationals that own the IP
for their games and are often the first to acqawstly licenses for the development of new
‘brand’ games such as James Bond or SpidermanseTblishers finance the development of
games either internally or externally through agrests with third party developers.

One outcome from this system is that alternativercses of financing for new game
developments are limited. In addition to therengefew Canadian game publishers with the
necessary resources to fund Canadian third pavigiojeers, there have been few venture capital
firms with industry understanding and, or, williregs to invest in third party studios that have
no IP holdings and little value other than thetangible talent. This is a frustration for many
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game developers in Canada as is evident from thepuesults. Nationally, access to capital
was viewed poorly with an average of 2.7 on a soaleto 5 with 5 being excellent and 1 poor.
However, provincially, Ontario stood out with acge® capital being viewed far more
favourably with a score of 3.67, compared to Quedite2.67, BC at 2.18 and Alberta at 1.67.
This discrepancy may reflect receptivity to rec®ntario support programs, as well as a greater
number of firms that have been successful in tappito the province’s financial markets. As
previously noted, several Ontario firms interviewsave been successful in acquiring venture
capital funding, breaking away from the industryaditional financing model.

There is growing interest across the industry taldshing a Canadian publishing capacity that
can keep intellectual property in Canada,which @darbaden opportunities for Canada’s third
party developers. Playful Entertainment is onehstmmpany that was established in 2007 in
Vancouver, and which offers a number of servicekdip create, develop and bring interactive
software to the market. These include the licensuglP, distribution and development
agreements, and marketing services.

Rate of Firm Entrants and EXxits

Though Canada’s entertainment software industngast often discussed in terms of its success,
and the opportunity it affords for newcomers, gdasegment of the industry exists in a state of
uncertainty and volatility. There are numerous lstoarery small developers that are financially
insecure and often fail. Indeed, such is the ng&dit more established firms as well. DC Studio,
which had established an office in Montreal in 2@0@ grew rapidly to a large and reputable
studio, closed its doors in 2008 citing cost pressuincluding rising salaries, and a shortage of
available skilled employedsOne of Toronto's more prominent game developerseuo
Interactive, also closed its doors in 2008, haviegched a size of over 50 employees while
developing console games for major publishers. Ating to industry blogs, Pseudo was unable
to fund its operations after Eidos and parent comf&Ci scrapped one of its projeéts.

As one established studio president noted: “Itsumh business: you either work for a while and
go out of business, or you work for awhile and lgmight out.” The challenges stem both from
the high degree of competition and from the tasknm@naging highly skilled and mobile
employees on a project by project basis.

" Develop Magazine, March 17 2008. ‘Tax breaks -agaa or pestilence?’. http://www.developmag.corafinews/145/Tax-
breaks-panacea-or-problem.
81UP News, 04/04/2008. ‘Full Auto Developer Shutsybb http://www.1up.com/do/newsStory?cld=3167253
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6. Conclusion

Canada’s entertainment software industry is an @oon success. Employing over 14,000
people, most of whom are highly skilled, the indystow generates more than $1.7 billion in
knowledge intensive economic activity across Canadlais economic activity is expected to
increase further at an annual growth rate of 29% tive next three years, building on an already
notable annual growth of 23% experienced over #st {hree years.

Much of the industry’s growth will take place inetlexisting clusters of Vancouver, Montreal
and the GTA, regions that are home to the majaritfirms and that draw talent from across
Canada and internationally. As with other knowkedgtensive industries, the high degree of
concentration in Canada’s major city-regions igdative of an industry that is highly innovative

and whose companies must attract and retain tepttédd maintain their competitive position.

Having access to deep talent pools in Canada’s rnmagiropolitan regions is a key factor

supporting the industry’s clustering.

New training programs established in collaboratieth higher education institutes and industry
are supplying the need for talent. These progiarBsitish Columbia and Quebec provide skills
that are both technical and creative. For Canadadintain its current competitive advantage,
educational institutions will need to continue tkiend by creating more programs that bring
together hard programming skills with softer aitisand creative skills. This has been
particularly important for secondary clusters whitdive a smaller and less diversified labour
pool. Both Edmonton and Charlottetown are bemgfifrom inward investment by firms that

have responded positively to specialized prograniecal higher educational institutes that cater
to entertainment software design.

Another lesson to be learned from Canada’s rise a®ntre for game development is the
importance and potential effectiveness of governnparicy. The policy response from the
Quebec government, which early-on had identified trowth potential of entertainment
software industry, was pivotal to creating a catimass outside of the Vancouver cluster and
gave Canada an international reputation in thegtrgu The lesson is as much about timing as it
is about offering strategic support. Though sdvether provinces in Canada have since
introduced policies targeting the entertainmentvearfe industry, they have done so at a different
stage of the industry’s global development whearagfeater number of regions are vying for a
position in the global production network of endémtment software. And while opportunities
remain considerable for Canadian firms establislimgmselves in these newer regions, the
challenges of having to compete with more stroregtablished and competitive regional hubs
for talent will require a more strategic responsat both industry and government alike.
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